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INFLATION  AND  PORTFOLIO  MANAGEMENT: 
A  TEST  OF  AN  OPERATIONAL  INVESTMENT  POLICY 
DURING  PERIODS  OF  INFLATION* 


INTRODUCTION 

Recent  research  has  shown  common  stocks  to  be  poor  investments  during 
periods  of  significant  inflation  (i.e.,  assuming  an  investment  at  the  begin- 
ning of  inflation  and  sale  at  the  end).  However,  there  have  been  subperiods 
within  a  period  of  prolonged  inflation  when  common  stocks  have  generated 
positive  rates  of  return;  indeed ,  under  some  investment  decision  rules,  the 
potential  returns  were  substantial.   In  particular,  the  research  indicates 
that  investing  in  common  stocks  during  periods  when  the  rate  of  inflation 
was  low  or  declining  was  quite  profitable.  The  decision  rules  employed  in 
this  research  were  intuitive  and  demonstrate  the  importance  of  considering 
the  level  of  inflation  and  changes  in  the  level  of  inflation.  However,  the 
practical  usefulness  of  such  decision  models  i9  questionable  because  they 
required  the  portfolio  manager  to  esti.mate  future  inflation. 

In  response  to  such  objections,  this  paper  presents  a  realistic  test  of 
the  basic  decision  rules  employing  available  estimates  of  inflation.  Specifi- 
cally, we  follow  an  investment  policy  of  investing  in  common  stocks  when 
economists  project  either  a  relatively  low  rate  of  inflation  or  a  decline  in 
the  rate  of  inflation.  In  periods  when  economists  project  an  increase  in  the 


Frank  K.  Reilly,  "Common  Stock  Portfolio  Policy  During  a  Period  of 
Significant  Inflation,"  Journal  of  Portfolio  Management,  Vol.  1,  No.  4, 
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rate  of  inflation,  we  assume  an  investment  in  three-month  or  six-month 
treasury  bills.  Using  this  portfolio  revision  policy,  and  considering 
normal  brokerage  fees,  we  examine  the  beginning  and  ending  wealth  position 
of  the  investor.   This  wealth  position,  is  compared  to  the  one  resulting 
from  the  following  investment  policies:  a  naive  buy-and-hold  common  stock 
policy;  a  policy  of  constant  investment  in  T-bills;  and  an  inflation-oriented 
investment  policy  assuming  perfect  foresight  regarding  future  rates  of 
inflation. 

The  initial  section  briefly  examines  the  appropriate  investment  philos- 
ophy during  a  period  of  significant  inflation.   The  second  section  explains 
the  details  of  the  investment  simulation.  In  the  third  section,  the  simula- 
tion results  are  reported  and  discussed.   The  fourth  section  is  a  summary 
and  discussion  of  the  implication  of  these  results  for  portfolio  managers. 

INVESTMENT  FOLICY  DURING  SIGNIFICANT  INFLATION 

If  we  assume  that  the  value  of  a  firm  is  the  discounted  value  of  its 
expected  future  earnings,  any  event  that  increases  the  firm' 3  expected 
earnings  stream  will,  ceteris  paribus,  Increase  the  value  of  the  firm.  In 
contrast,  any  event  that  increase?  th«  discount  rate  applied  to  the  firm's 
earnings  will,  ceteris  paribus,  result  In  a  deciina  in  the  value  of  the  firm. 
During  a  period  of  significant  inflation  the  crucial  question  is  the  effect 
of  inflation  on  these  two  variables:  expected  earnings  and  the  investor's 
discount  rate. 

Before  the  current  period  of  significant  inflation,  which  started  in 
1966,  it  was  generally  believed  that  inflation  was  good  for  corporations. 
Tliis  belief  was  based  upon  the  net  debtor  hypothesis,  which  contended  that 
net  debtor  firms  (i.e.,  those  with  more  monetary  liabilities  than  monetary 
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assets)  would  gain  during  inflation.   In  addition,  it  was  generally  believed 

that  wage  increases  lagged  behind  price  changes  during  inflation,  and  there- 
fore, business  firms  gained  at  the  expense  of  laborers  (i.e.,  the  wage-lag 
hypothesis) .  These  hypotheses  indicated  that  corporations  would  experience 
increased  earnings  during  periods  of  inflation  and  common  stockholders  would 
profit  from  the  resulting  increase  in  the  value  of  the  firm. 

Unfortunately  for  common  stock  investors,  these  conclusions  overlooked 
two  important  factors.  First,  not  all  firms  experience  an  increase  in 
earnings  during  inflation  because  not  all  firms  are  net  debtors.  DeAlessi 
has  shown  that  only  about  half  of  all  U.S.  firms  are  net  debtors.-'  In  addi- 
tion, some  have  contended  that  there  is  no  wage- lag,  while  others  have 
argued  that  the  wage- lag  is  only  a  short-run  phenomenon. 5  In  either  case, 
one  would  not  expect  the  wage- lag  to  be  of  major  importance. 

The  second  factor  Ignored  by  those  expecting  common  stocks  to  be  a  good, 
investment  during  inflation  is  the  effect  of  inflation  on  the  required  rate 
of  return.  A  number  of  years  ago  Irving  Fisher  argued  convincingly  that 
individuals  invest  their  capital  to  increase  their  future  real  wealth  by 


2A  major  test  of  the  hypothesis  generated  supporting  evidence  for  firms 
that  were  net  debtors.  See  Reuben  A.  Kessel,  "Inflation-Caused  Wealth  Redis- 
tribution: A  Test  of  a  Hypothesis,"  American  Sconoin:<.i>  Review,  Vol.  46,  No.  1 
(March,  1956),  pp.  43-66. 

3 
Louis  DeAlessi,  "Do  Business  Firms  Gain  from  Inflation?"  Journal  of 

Business,  Vol.  37,  No.  2  (April,  1964),  pp.  162-166. 

*Thomas  F.  Cargill,  "An  Empirical  Investigation  of  the  Wage-Lag  Hypothe- 
sis," American  Economic  Review,  Vol.  59,  No.  5  (December,  1969),  pp.  806-16; 
Reuben  A.  Kessell  and  Armen  A.  Alchian,  "The  Meaning  and  Validity  of  the 
Inflation- Induced  Lag  of  Wages  Behind  Prices,"  American  Economic  Review, 
Vol.  50,  No.  1  (March,  1960),  pp.  43-66. 

-'Frank  K.  Reilly,  "Companies  and  Common  Stocks  as  Inflation  Hedges," 
The  Bulletin  (Institute  of  Finance,  New  York  University,  March,  1975). 


some  amount  that  is  their  required  rate  of  return."  In  an  inflation-free 
environment,  this  required  return  is  a  function  of  the  prevailing  risk-free 
rate  of  return  plus  a  risk  premium  that  is  determined  by  the  uncertainty  of 
returns.  Obviously,  if  investors  expect  an  increase  in  the  general  price 
level,  they  will  increase  their  nominal  required  rate  of  return  by  this 
percentage  in  order  to  maintain  their  real  required  rate  of  return.   There- 
fore, inflation  should  directly  affect  the  discount  rate,  and  this  effect 
will  be  irrespective  of  its  effect  on  expected  earnings. 

In  summary,  the  value  of  business  firms,  and  the  value  of  their  common 
stock,  will  be  increased  by  a  rise  in  the  level  of  expected  earnings  during 
periods  of  inflation.  However,  this  rise  is  not  universal.   In  contrast, 
all  firms  and  their  common  stock  will  be  adversely  affected  by  an  increase 
in  the  rate  of  Inflation  because  all  investors  should  increase  their  required 
rate  of  return.  Therefore,  the  level  of  inflation  is  an  important  determinant 
of  aggregate  stock  price  movements.  More  important,  however,  for  the  analysis 
of  short-run  stock  price  movements,  are  changes  in  the  level  of  inflation. 
If  a  significant  rate  of  inflation  stabilizes,  the  market  will  adjust  stock 
prices  to  this  stable  level  of  inflation  and,  if  no  further  changes  occur, 
stock  prices  should  return  to  their  normal  pattern  of  increases  and  generate 
returns  consistent  with  the  stipulated  higher  required  rate  of  return.   Once 
this  new  equilibrium  at  a  high  rate  of  inflation  is  established,  the  important 


6Irving  Fisher,  The  Theory  of  Interest   (New  York:  Macmillan,  1930). 
A  recent  discussion  of  the  point  is  contained  in,  William  E.  Gibson,  "Interest 
Rates  and  Inflationary  Expectations:  New  Evidence,"  American  Economic  Review, 
Vol.  62,  No. -5  (December ,   1972),  p.  855. 

See  Frank  K.  Reilly,  "Companies  and  Common  Stocks,"  Op.  Cit.  Section  II, 
also  William  C.  Freund,  "What  'Bad  New  Era'  for  Stocks?"  Fortune   (April, 
1972),  pp.  45,  46,  48,  50,  52. 


factor  becomes  change  in  the  rate  of  inflation.  Any  significant  increase 
in  the  rate  of  inflation  should  cause  a  decline  in  stock  prices,  while  any 
substantial  decrease  in  the  rate  of  i  flation  should  be  bullish  for  stock 
prices.  It  is  important  to  note  that,  if  the  inflation  rate  is  rather  high 
(over  10  per  cent),  it  is  not  necessary  that  the  rate  decline  to  an  insigni- 
ficant value  (e.g,,  less  than  3  per  cent),  it  is  only  important  that  the 
decline  be  substantial  (e.g.,  from  10  per  cent  to  7  per  cent).  In  such  an 
instance,  we  would  expect  the  change  in  the  rate  of  inflation  to  be  benefi- 
cial for  stock  prices?-even  though  the  absolute  inflation  rate  remains  high, 

SPECIFICATION  OF  ALTERNATIVE  INVESTMENT  POLICIES 

The  discussion  in  the  preceding  section  suggests  that  a  portfolio 
manager  should  be  fully  invested  in  common  stocks  during  periods  when  the 
outlook  is  for  a  stable  rate  of  inflation  or  a  decline  in  the  rate  of 
inflation.  In  contrast,  when  an  increase  in  the  rate  of  inflation  is 
expected,  portfolio  managers  should  sell  their  common  stock  portfolio  and 
invest  in  short-term  Treasury  Bills.  As  a  test  of  this  investment  policy, 
we  assume  a  beginning  wealth  position  of  $10,000  and  examine  the  results 
with  each  of  the  following  four  investment  policies: 

1.  Constant  investment  and  reinvestment  in  T- Bills. 

2.  Buy  and  hold  a  common  stock  portfolio  for  the  period. 

3.  Active  inflation-oriented  portfolio  management  with  perfect  fore- 
sight regarding  the  future  rate  of  inflation. 

4.  Active  inflation-oriented  portfolio  management  using  actual  projec- 
tions of  the  rate  of  inflation  made  by  a  panel  of  prominent  econo- 
mists. 


Constant  T-Bill  Investment 

The  portfolio  manager  consistently  invests  and  reinvests  in  six-month 
T- Bills  (or  tiree -month  T- Bills  in  a  ubsequent  analysis) .   No  commissions 
are  included  in  the  purchase  of  T-Bills  because  it  is  assumed  that  the 
portfolio  manager  acquires  the  next  set  of  T-Bills  at  the  average  "asked" 
price  (i.e.,  dealers'  commissions  are  part  of  the  spread  between  bid  and 
asked  prices) . 

Buy  and  Hold  Common  Stocks 

The  portfolio  manager  invests  the  $10,000  (less  1  per  cent  commission) 
in  common  stocks  as  represented  by  the  Standard  and  Poor's  425  Index  (S&P 
425),  holds  the  portfolio  for  the  total  period  and  sells  at  the  end  of  the 
period  (less  1  per  cent  commission).  All  dividends  received  are  reinvested 
in  the  market  portfolio  without  a  commission  charge. 

Active  Portfolio  Management  with  Perfect  Foresight 

The  portfolio  manager  alternates  his  portfolio  between  common  stocks 
and  T-Bills  based  upon  the  outlook  for  inflation  as  discussed  in  the  preceding 
section.   Specifically,  when  the  rate  of  inflation  is  expected  to  be  "stable" 
or  to  decline  the  portfolio  is  invested  in  the  S&P'': -425;  when  the  rate  of 
inflation  is  expected  to  increase,  the  portfolio  is  invested  in  T-Bills. 
The  notion  of  perfect  foresight  means  that  we  assume  the  portfolio  manager 
knows  what  the  actual  rate  of  inflation  will  be  during  the  forthcoming  period. 
Such  an  assumption  allows  us  to  examine  the  usefulness  of  the  decision  rule 
implied  by  the  prior  theoretical  discussion  without  being  concerned  with  the 
ability  of  the  portfolio  manager  or  others  to  predict  inflation  correctly. 

We  have  defined  the  rate  of  inflation  as  stable  when  it  is  not  expected 
to  increase  by  more  than  10  per  cent  of  the  prevailing  rate.  As  an  example, 


an  increase  from  a  rate  of  inflation  of  10  per  cent  to  a  rate  of  11  per  cent 
would  be  considered  a  significant  increase  and  would  indicate  that  the 
portfolio  manager  should  either  remain  in  T- Bills  or  switch  into  T- Bills. 

The  results  of  this  investment  policy  are  examined  both  with  and  with- 
out commissions.  One-way  commissions  are  included  on  all  purchases  and 
sales  of  common  stock  at  the  rate  of  1  per  cent.  As  before,  no  commissions 
are  assigned  for  T-Bill  transactions  because  it  is  assumed  that  they  are 
purchased  at  the  average  offering  price  and  held  to  maturity. 

Active  Portfolio  Management  Using  Projections  of  Inflation 

All  aspects  of  this  simulation  are  the  same  as  those  described  in  the 
preceding  section  except  that  the  portfolio  manager  bases  his  investment 
decisions  on  projections  of  the  rate  of  inflation  made  by  a  panel  of  promin- 
ent economists.   The  projections  used  are  those  reported  by  Mr.  J.  A. 
Livingston  in  the  Philadelphia  Enquirer  and  result  from  a  survey  of  approx- 
imately 65  prominent  business,  government  and  academic  economists  who 
biannually  estimate  the  rate  of  inflation  for  the  coming  6,  12,  and  18  months. 
(Members  of  a  recent  panel  are  listed  in  the  Appendix.)   In  testing  the 
investment  policy  outlined  above,  we  have  used  the  6  month  estimates  of 
inflation  both  because  they  should  be  the  most  accurate  arid  because  this 
approach  permits  the  maximum  number  of  portfolio  revision  decisions. 

THE  RESULTS  OF  ALTERNATIVE  INVESTMENT  POLICIES 

The  results  are  presented  and  discussed  below.   Initially  we  consider 
the  results  for  the  four  Investment  policies  assuming  a  six-month  investment 
horizon  during  the  period  June,  1965,  through  December,  1974.   Subsequently 
we  analyze  the  results  assuming  a  three-month  investment  horizon  during  the 
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period  January,  1966,  through  December,  1974.   This  latter  analysis  only 
considers  the  first  three  policies  because  the  panel  does  not  make  projections 
of  inflation  ""or  three  month  periods. 

Six-Month  T-Bill  Results 

The  results  for  both  the  six-month  T-Bill  policy  and  the  buy-and-hold 
stock  policy  are  contained  in  Table  1.   The  constant  investment  and  reinvest- 
ment in  six-month  T-Bills,  in  which  we  assumed  the  investor  always  bought  at 
the  offering  price,  resulted  in  an  ending  wealth  position  of  $17,067,  which 
is  an  annual  rate  of  return  of  5.9  per  cent  over  the  9^-year  period. 

Buy-and-Hold  Stock 

The  buy-and-hold  stock  results  indicate  that  the  investor  started  with 
a  portfolio  worth  $9,900  after  commissions,  earned  $3,374  in  dividends  over 
the  period,  and  sold  the  stock  portfolio  for  $8,409  in  1974  after  commissions-- 
a  capital  loss  for  the  total  period  of  14.2  per  cent.   The  ending  wealth 
position  of  $11,783  implies  a  1.8  per  cent  annual  rate  of  return  for  the 
period.  Notably,  this  return  on  common  stocks  is  substantially  lower  than 
the  long-run  average  derived  by  Fishe  and  Lorie  and  even  below  the  return 
available  on  low  risk  government  T- Bills.   These  results  are  consistent 
with  the  evidence  from  previous  studies  concerning  the  returns  from  investing 
in  common  stock  during  total  periods  of  inflation.   This  is  additional 


^Lawrence  Fisher  and  James  Lorie,  "Rates  of  Return  on  Investments  in 
Common  Stock,  The  Year~By-Year  Record,  1926-1965,"  Journal  of  Business, 
Vol.  41,  No.  3  (July,  1968),  pp.  291-316. 

g 
Frank  K.  Reilly,  Glenn  L.  Johnson,  and  Ralph  E.  Smith,  "Inflation, 

Inflation  Hedges,  and  Common  Stocks,"  Financial  Analysts  Journal,  Vol.  26, 

No.  1,  (January /February,  1970),  pp.  104-10;  F.  K.  Reilly,  G.  L.  Johnson,  and 

R.  E.  Smith,  "Common  Stocks  as  Inflation  Hedges--The  After  Tax  Case,"  Southern 

Journal  of  Business,  Vol.  7,  No.  4,  (November,  1972),  pp.  101-6;  F.  K.  Reilly, 

R.  E.  Smith,  G.  L.  Johnson,  "A  Correction  and  Update  Regarding  Individual 

Common  Stocks  as  Inflation  Hedges,"  Journal  of  Financial  and  Quantitative 

Analysis,  (forthcoming). 


evidence  that  common  stocks  are  not  inflation  hedges  and,  in  fact,   are  poor 
investments  during  total  periods  of  inflation. 

Active  Portfolio  Management  with  Perfect  Foresight 

The  figures  shown  in  Table  2  indicate  what  would  have  happened  to  an 
investor  who  followed  an  active  portfolio  policy,  had  perfect  foresight 
regarding  inflation,  and  did  not  have  to  pay  commissions.   Such  an  investor 
would  have  ended  with  a  wealth  position  of  $15,408  after  the  9%  years- -an 
annual  rate  of  return  of  4.3  per  cent.  He  would  have  experienced  several 
periods  of  high  returns  (1-67,  2-70,  1-71),  but  would  also  have  invested  in 
stocks  during  several  very  poor  periods  (2-66,  1-70,  2-74).  The  substantial 
loss  during  the  final  period  was  especially  disastrous .   It  caused  the  ending 
wealth  position  (and  the  annual  rate  of  return)  to  fall  below  the  results 
obtained  from  a  naive  T-Bill  policy. 

When  we  assume  commissions,  the  results  are,  obviously,  similar  since 
ail  decisions  and  returns  are  the  same.  With  commissions  deducted,  the 
ending  wealth  position  was  $1,334  less  ($14,074).  The  annual  return  was  3.7 
per  cent.   The  commission  costs  would  have  been  larger  except  for  two  periods 
with  few  portfolio  revisions --i.e. ,  from  June,  1969:,  through  December,  1971, 
when  the  investor  would  remain  in  stocks,  and  from  January,  1972,  through 
June,  1974,  wher  die  decision  rule  called  for  constant  investment  in  T- Bills. 

Active  Portfolio  Management  Using  Inflation  Estimates 

The  results  from  following  our  inflation-oriented  investment  policy 
using  the  economijta'  estimates  of  future  inflation  rates  are  shown  in  Table 
3.  We  would  expect  a  difference  between  these  results  and  those  derived  from 
perfect  foresight  because  the  investment  decision  was  different  during  8  of 
the  19  periods.  Without  commissions,  the  ending  wealth  position  was  $11,858, 


10 

which  represents  an  annual  rate  of  return  for  the  period  of  1.8  per  cent. 
These  results,  which  are  substantially  below  the  T-Bill  and  perfect  foresight 
results,  are  attributable  to  the  comr  icraent  to  common  stock  during  several 
periods  of  large  negative  returns—most  notably  1-70  (-20  per  cent)  1-73  (-12 
per  cent)  and  2-74  (-17.8  per  cent).   Profitable  investments  were  made 
during  several  good  six  month  periods  (2-65,  1-67,  2-67,  1-71,  and  1-72). 

Again.,  vhen  we  assume  commissions,  the  results  are  similar,  since  the 
decisions  and  returns  are  the  same.   The  ending  wealth  position  of  $10,406 
indicates  commissions  of  $1,452  during  the  period.   The  commissions  were 
slightly  higher  than  those  under  the  perfect  foresight  assumption  because 
there  were  more  switches  using  the  estimates  of  inflation  (13  versus  9). 
The  lower  capital  values  partially  offset  the  larger  number  of  switches. 

The  ending  wealth  position  of  $10,406  implies  an  annual  return  of  0.4 
per  centj  which  was  easily  the  lowest  return  derived  from  all  the  alternatives 
considered.   Thus,  it  appears  that  portfolio  managers  who  subscribed  to  the 
theory  presented  in  the  initial  section  of  this  article,  and  attempted  to 
implement  it  by  using  the  estimates  of  inflation  prov5_ded  by  a  panel  of 
economists,  w >uld  not  have  fared  ver>  well. 

Summary  of  ..Six  Month  Results 

The  results  when  the  portfolio  manager  made  his  decision  every  six 
months  during  a  period  of  significant  inflation  were  not  encouraging  regarding 
investment  in  common  3tocks.   Specifically,  the  best  results  were  derived 
from  the  naive  policy  of  constantly  investing  in  six-month  T- Bills.   This 
performance  was  followed  by  that  derived  from  a  policy  of  switching  between 
stocks  and  T-Bllls  assuming  perfect  foresight  regarding  inflation.   The 
poorest  results  were  derived  from  a  buy-and-hold  common  stock  philosophy  and 
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a  policy  of  active  portfolio  management  using  the  estimates  of  inflation  by 
a  panel  of  economists. 

Results  Assuming  a  Three  Month  Horizon 

We  also  examined  Investment:  results  assuming  a  three-month  investment 
horizon  because  logic  suggests  that  most  portfolio  managers  would  not,  in 
reality,  adjust  their  portfolio  only  twice  a  year.  Also,  given  the  high 
volatility  in  the  rate,  of  inflation  during  this  period,  an  empirical  case  can 
be  made  for  more  frequent  adjustments;  i.e.,  if  changes  in  the  rate  of  infla- 
tion are  important  and  the  rate  changes  frequently  then  portfolios  should  be 
adjusted  more  frequently. 

Because  the  Livingston  panel  only  makes  projections  for  a  minimum  of 
six  months,  it  was  not  possible  to  examine  results  using  inflation  estimates. 
The  time  period  for  this  analysis  is  from  December  31,  1965,  through  December 
31,  1974.  a  nine-year  period. 

Three -Month  T-Bill.  Results, 

The  results  in  Table  4  show  an  ending  wealth  position  of  $16,432,  which 
indicates  an  annual  rate  of  return  of  5„7  per  cent.  These  results,  which 
represent  a  & lightly  lower  return  than  that  generated  from  a  comparable  six 
month  policy,  were  caused  by  the  rate  differential  between  six-month  T- Bills 
and  three-month  T- Bills.  This  yield  difference  is,  of  course,  consistent 
with  the  lower  price  risk  inherent  in  the  shorter  term  instrument. 

Buy-and-Hold  Stock  Resul ts 

These  results,  also  shown  in  Table  4,  are  similar  to  the  six-month 
common  stock  results  because  the  major  differences  are  that  the  dividend 
return  is  compounded  more  often  and  the  period  begins  at  a  different  time. 
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The  ending  wealth  position  of  $10,81.4  includes  total  dividends  of  $3,203 
and  a  capital  component  of  $7,611  after  the  sales  commission  (a  decline  in 
value  of  22  per  cent) .  The  ending  wealth  position  Implies  an  annual  rate 
of  return  of  0.90  per  cent  for  the  period. 

Perfect  Foresight  Without  Commission 

These  results,  shown  in  Table  5,  assume  a  three  month  investment  horizon 
and  no  commissions.   They  are  similar  to  the  analysis  presented  in  an  earlier 
paper  (see  footnote  1)  that  examined  a  policy  of  investing  when  the  inflation 
rate  was  stable  or  declining  and  not  investing  during  other  periods.   In  this 
analysis,  we  employ  the  same  concept  but  consider  investing  in  T- Bills. 

The  results  indicate  very  favorable  investment  returns  (without  broker- 
age fees)  from  an  Inflation-oriented  portfolio  revision  policy  implemented 
quarterly.   Specifically,  the  ending  wealth  position  of  $22,584  implies  an 
annual  rate  of  return  of  9.5  per  cent.   This  rate  of  return  is  clearly  higher 
than  that  resulting  from  the  alternative  investment  policies.   These  superior 
results  confirm  the  usefulness  of  inflation-oriented  portfolio  management; 
i.e.,  it  is  clearly  worthwhile  to  adjust  a  common  stock  portfolio  quarterly 
on  the  basis  of  changes  in  the  rate  of  inflation  if  the  portfolio  manager  has 
superior  insights  regarding  the  future  direction  of  inflation. 

Perfect  Foresight  with  Commission 

When  we  assume  perfect  foresight  regarding  inflation  and  include  the 
payment  of  trading  commissions,  the  results  are  dramatically  different  from 
the  results  without  commissions.   The  results  including  commissions  indicate 
an  ending  wealth  position  of  $16,870,  which  represents  an  annual  rate  of 
return  of  6.0  per  cent.  The  difference  in  the  ending  wealth  positions  of 
$5,714  is  a  result  of  the  commissions  paid  and  constitutes  a  decrease  in 
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wealth  of  25  per  cent  ($5, 7 14/ $22, 534).  The  exteemely  heavy  commissions  are 
attributable  to  numerous  switches  from  stocks  to  T-Bills  and  back  to  stocks 
during  the  period;  during  the  36  quarters  within  the  nine- year  interval  there 
were  2£  switehes. 

CONCLUSIONS  MB  IMPLICATIONS 

This  paper  examined 'extensively  the  comparative  results  from  employing 
an  investment  policy  that  takes  cognisance  of  changes  in  the  rate  of  infla- 
tion. Following  an  explanation  of  why  such  a  policy  should  be  of  value*  two 
simulations  of  inflation-oriented  investment  policies  were  conducted-~oae 
assuming  perfect  foresight  regarding  inflation  and  one  using  estimates  of 
inflation  by  a  panel  of  economists.  These  results  were  compared  to  two 
naive  investment  polieies--one  investing  only  in  T- Bills  and  one  buying  and 
holding  ccssasion  stocks  for  the  total  period.  The  following  sung&arises  the 
annual  rates  of  return  from  the  four  investment  policies: 


6  Month 
Ho risen 

3  H 
Hor 

w/o 
CUmaa. 

onth 

ison 

LJOffiU 

with 

with 

Comm. 

-- 

5.3% 

5.7% 

*■  «t 

1.8% 

-- 

0.9% 

4.3% 

3.7% 

9.5% 

6.0% 

L  i  o  /,. 

0.4% 

N/A 

H/A 

T- Bills 

Buy«and~Hold  Stocks 

Active  Management  with 
Foresight  of  Inflation 

Active  Management  using 
Inflation  Estimates 


When  a  six-month  investment  horizon  is  assumed,  the  best  results  were 
derived  from  the  constant  investment  In  six-month  T- Bills.  Somewhat  inferior 
returns  were  derived  from  an  active  portfolio  policy  by  a  portfolio  manager 
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with  perfect  foresight  regarding  the  rate  of  inflation.  Consistent  with 
prior  studies,  a  buy~and-hold  consaon  stock  policy  for  the  total  period 
resulted  in  returns  of  less  than  2  per  cent.  Finally,  the  worst  results  were 
derived  from  active  portfolio  management  using  the   estimates  of  inflation 
made  by  a  panel  of  economists. 

The  simulations  that  assumed  a  three-month  Investment  horizon  generated 
similar  results  for  the  two  naive  policies  of  investing  in  T-Bills  and  buying 
and  holding  stocks.  A  major  difference  came  in  the  simulations  that  consid- 
ered an  active  portfolio  policy  and  assumed  perfect  foresight  regarding 
inflation.   The  results  without  commissions  indicated  a  rate  of  return  of 
9.5  per  cent,  which  was  higher  than  the  return  for  all  other  alternative 
policies  considered.  A  comparable  simulation  with  commissions  resulted  in 
annual  rate  of  return  of  6  per  cent,  which  was  still  slightly  above  any  of 
the  alternatives. 

Conclusions 

A  constant  investment  in  T-Bills  during  a  total  period  of  significant 
inflation  is  superior  to  a  policy  of  buy- and -ho  Id  eonsaon  stocks  simply 
because ,  as  has  been  demonstrated  in  several  studies,  common  stocks  are 
poor  investments  during  the  total  period,   In  contrast,,  the  notion  of  an 
active,  inflation-oriented  portfolio  policy  appears  to  be  a  viable  alter- 
native if  the  portfolio  manager  has  the  ability  to  correctly  estimate  future 
changes  in  the  rate  of  inflation.  Notably,  because  of  the  volatility  in  the 
rate  of  inflation  and  the  relatively  rapid  adjustment  of  stock  prices  to 
changes  in  the  rate  during  such  a  period,  the  best  results  are  derived  from 
more  frequent  portfolio  adjustment. 

Finally,  the  analysis  of  an  active  portfolio  policy  using  available 
estimates  of  inflation  could  only  be  tested  using  a  six-month  horizon  because 
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three -month  estimates  were  not  available.  The  results  differed  signifi- 
cantly from  those  assuming  peri    foresight  about  inflation.  In  fact. 
when  commissions  were  deducted  the  i     s  were  the  worst:  of  all  alterna- 
tives . 

Implications 

Profitable  investing  in  common  stocks  during  a  period  of  significant 
inflation  is  only  possible  if  the  portfolio  manager  adopts  an  active  infla- 
tion-oriented policy  and  has  the  ability  to  project  changes  in  the  rate  of 
inflation  quarterly.  Obviously,  predicting  inflation  is  not  easy;  at  least, 
our  results  suggest  that  the  predictions  made  by  our  panel  of  economists 
were  less  than  totally  accurate. 

Finally,  the  rate  of  return  from  active  common  stock  portfolio  manage- 
ment with  commissions  deducted  was  extremely  close  to  that  obtained  from 
the  naive  policy  of  investing  in  T-Bills  (6.0  per  cent  versus  5.7  per  cent). 
This  result  might  be  interpreted  as  supporting  the  efficient  market  hypothe- 
sis, since  it  suggests  that  even  with  perfect  foresight  regarding  inflation 
it  is  difficult  to  obtain  returns  better  than  those  available  from  a  naive 
investment  policy  when  trading  commissions  are  considered. 
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TABLE   1 

SEMI-ANNUAL   RETURNS   FROM  NAIVE   T-BILL 
POLICY  AND  BUY-AND-HOLD  COMMON  STOCK  POLICY 


Constant 

6  Mo,  T-B: 

Ills 

Buy 

-and- Ho Id 

Stock 

Half /Year 

BW 

Aran.  Yld. 

EW 

BW 

Div. 

EW 

2/65 

$10,000 

4.655 

$10,233 

$  9,900 

1.572 

$10,056 

1/66 

10,233 

4.610 

10,469 

10,056 

1.495 

10,206 

2/66 

10,469 

4.835 

10,722 

10,206 

1.633 

10,373 

1/67 

10,722 

4.856 

10,982 

10,373 

1.758 

10,555 

2/67 

10,982 

3.950 

11,199 

10,555 

1.538 

10,717 

1/68 

11,199 

5.515 

11,508 

10,717 

1.465 

10,874 

2/68 

11,508 

5.485 

11,824 

10,874 

1.459 

11,033 

1/69 

11,824 

6.401 

12,202 

11,033 

1.425 

11,190 

2/69 

12,202 

6.866 

12,621 

11,190 

1.519 

11,360 

1/70 

12,621 

8.101 

13,132 

11,360 

1.606 

11,543 

2/70 

13,132 

6.929 

13 . 587 

11,543 

2.040 

11,778 

1/71 

13,587 

4.836 

13,916 

11,778 

1.604 

11,967 

2/71 

13,916 

5.277 

14,283 

11,967 

1.447 

12,140 

1/72 

14,283 

3.952 

14,565 

12,140 

1.413 

12,312 

2/72 

14,565 

4.484 

14,891 

12,312 

1.326 

12,475 

1/73 

14,891 

5.313 

15,2  7 

12,475 

1.225 

12,629 

2/73 

15,287 

7.299 

15, 

12,628 

1.483 

12,815 

1/74 

15,845 

7.315 

16,411 

12,815 

1.642 

13,025 

2/74 

16,411 

7.101 

17,067 

13,025 

1.908 

13,274 

Ending  Sale: 

$9,900  X  , 

.8580  »  $8,494 

85  Comm. 

$8,409 


Ending  Wealth:   $8,409  Capital 
3,374  Dividend 
$11,783 


TABLE   2 

SEMI-ANNUAL  RETURNS   FROM  AN  ACTIVE   PORTFOLIO 
POLICY  ASSUMING   PERFECT  FORESIGHT  REGARDING   INFLATION 


Dec, 

Without  Commission 
BW      Yld.       EW 

With  Commission 

Half/Year 

BW 

Comm, 

IW 

Yld. 

EW 

2/65 

S 

$10,000 

11.234 

$11,123 

$10,000 

100 

$  9,900 

11.234 

$11,012 

1/66 

T 

11,123 

2.301 

11,379 

11,012 

110 

10,902 

2.301 

11,153 

2/66 

S 

11,379 

-5.346 

10,771 

11,153 

112 

11,041 

-5.346 

10,451 

1/67 

S 

10,771 

16.645 

12,563 

10,451 

- 

10,451 

16.645 

12,191 

2/67 

T 

12,563 

1.975 

12,812 

12,191 

122 

12,069 

1.975 

12,307 

1/68 

T 

12,812 

2.757 

13,165 

12,307 

m 

12,307 

2.757 

12,646 

2/68 

S 

13,165 

6.112 

13,969 

12,646 

126 

12,520 

6.112 

13,285 

1/69 

T 

13,969 

3.200 

14,416 

13,285 

133 

13,152 

3.200 

13,573 

2/69 

S 

14,416 

-3.188 

13,956 

13,573 

136 

13,437 

-3.188 

13,008 

1/70 

S 

13,956 

-20.046 

11,158 

13,008 

- 

13,008 

-20.046 

10,400 

2/70 

S 

11,158 

26.311 

14,094 

10,400 

- 

10,400 

26.311 

13,136 

1/71 

S 

14,094 

11.931 

15,776 

13,136 

„ 

13,136 

11.931 

14,703 

2/71 

s 

15,776 

3.401 

16,312 

14,703 

- 

14,703 

3.401 

15,203 

1/72 

T 

16,312 

1,976 

16,635 

15,203 

152 

15,051 

1.976 

15,348 

2/72 

T 

16,635 

2.242 

17,008 

15,348 

- 

15,348 

2.242 

15,692 

1/73 

T 

17,008 

2.657 

17,459 

15,692 

- 

15,692 

2.657 

16,109 

2/73 

T 

17,459 

3.650 

18,097 

16,109 

- 

16,109 

3.650 

16,697 

1/74 

T 

18,097 

3.568 

18,742 

16,697 

- 

16,697 

3.568 

17,293 

2/74 

S 

18,742 

-17.791 

15,408 

17,293 

173 

17,120 

-17.791 

14,074 

BW 


Beginning  Wealth;  IW  -  Invested  Wealth;  EW  -  Ending  Wealth 


TABLE   3 

SEMI-ANNUAL  RETURNS   FROM  AN  ACTIVE   PORTFOLIO  POL] 
ASSUMING   THE   USE   OF  ECONOMISTS   ESTIMATES   OF   INFLATION 


Dec. 

Without  Commis 
BW      Yld. 

sion 
EW 

m 

Lth  Coaaai 

3  s  ion 

—  — - 

Half /Year 

BW 

Cotnni. 

IW 

Yld. 

EW 

2/65 

S 

$10,000 

11.234 

$11,123 

$10,000 

100 

$  9,900 

11.234 

$11,012 

1/66 

T 

11,123 

2.301 

11,379 

11,012 

110 

10,902 

2.301 

11,153 

2/66 

T 

11,379 

2.417 

11,654 

11,153 

- 

11,153 

2.417 

11,423 

1/67 

S 

11,654 

16.645 

13,594 

11,423 

114 

11,309 

16.645 

13,191 

2/67 

S 

13,594 

8.272 

14,719 

13,191 

- 

13,191 

0..' 

1/. 

1/68 

T 

14,719 

2.757 

15,125 

14,282 

143 

14,139 

2 .  757 

14,529 

2/68 

T 

15,125 

2.742 

15,539 

14,529 

_ 

14,529 

2.742 

14,927 

1/69 

S 

15,539 

-3.560 

14,986 

14,927 

149 

14,777 

-3.56C 

14,251 

2/69 

S 

14,986 

-3.188 

14,508 

14,251 

- 

14,251 

-3.183 

13 r 7^7 

1/70 

S 

14,508 

-20.046 

11,600 

13,797 

- 

13,707 

-20.046 

2/70 

T 

11,600 

3.465 

12,002 

11,031 

110 

10,921 

3.465 

1/71 

S 

12,002 

11,931 

13,434 

11,299 

113 

11 , 186 

1] 

521 

2/71 

T 

13,434 

2.639 

13,788 

12.521 

125 

1.2,396 

2.537 

12,7::^ 

1/72 

S 

13,788 

8.615 

14,976 

i2,723 

127 

12,396 

8.6 

,681 

2/72 

T 

14,976 

2.242 

15,312 

13,681 

137 

13, 

2 .  242 

' 

1/73 

S 

15,3? 2 

.  2.2:0 

13,436 

13 , 848 

138 

13  ,710 

-12,250 

2/73 

T 

13,436 

3.650 

13,927 

12,031 

120 

11. 

3.  ' 

,346 

1/74 

T 

13,927 

3.568 

14,424 

12,346 

_ 

12,346 

3.568 

12 

2/74 

S 

14,424 

-17.791 

11,858 

12,786 

12S 

12 

-17.791 

10 

TABLE  4 

QUARTERLY  RATES  OF  RETURN  FROM  A  CONSTANT  T-BILL 
POLICY  AND  A  BUY-AND-HQiJ)  COMMON  STOCK  POLICY 


Constant  3  Mo. 

T-Bill 

Buy 

-and- Ho  Id  S 

tock 

Qtr/Yr 

BW 

Yld. 

EW 

BW 

Div.  Yld. 

EW 

1/66 

$10,000 

1.11- 

$10,111 

$  9,900 

0.74 

$  9,973 

2/66 

10,111 

1.14 

10,226 

9,973 

0.77 

10,050 

3/66 

10,226 

1.11 

10,340 

10,050 

0.83 

10,133 

4/66 

10,340 

1.38 

10,483 

10,133 

0.91 

10,225 

1/67 

10,483 

1.19 

10,608 

10,225 

0.88 

10,315 

2/67 

10,608 

1.04 

10,718 

10,315 

0.78 

10,395 

3/67 

10,718 

0.87 

10,811 

10,395 

0.77 

10,470 

4/67 

10,811 

H16 

10,936 

10,470 

0,72 

10,545 

1/68 

10,936 

1.25 

11,073 

1.0,545 

0.72 

10,621 

2/68 

11,073 

1.30 

11,217 

10,621 

0.79 

10,705 

3/68 

11,217 

1.31 

11,364 

10,705 

0.72 

10,782 

4/68 

11,364 

1.29 

11,511 

10,782 

0.71 

10,859 

1/69 

11,511 

1.57 

11,692 

10,859 

0.71 

10,936 

2/69 

11,692 

1.49 

11,865 

10,936 

0.73 

11,016 

3/69 

11,866 

1.63 

12,059 

11,016 

0.76 

11,100 

4/69 

12,059 

1.79 

12,275 

11,100 

0.80 

11,189 

1/70 

12,275 

2.02 

12,523 

11,189 

0.81 

11,280 

2/70 

12,523 

1.57 

12,720 

11,280 

0,84 

11,375 

3/70 

12,720 

1.66 

12,931 

11,375 

1.04 

11,493 

4/70 

12,931 

1.45 

13,118 

11,493 

0.88 

11,594 

1/71 

13,118 

1.21 

13,277 

11,594 

0.79 

11,686 

2/71 

13,277 

0.88 

13,394 

11,686 

0.72 

11,770 

3/71 

13,394 

1.27 

13,564 

11,770 

0.73 

11,856 

4/71 

13  564 

1.17 

13,723 

11,856 

0.73 

11,943 

1/72 

13,723 

0.93 

13,851 

11,943 

0.71 

12,028 

2/72 

13,851 

0.96 

13,984 

12,028 

0.66 

12,107 

3/72 

13,984 

1.01 

14,125 

12,107 

0.66 

12,180 

4/72 

14,125 

1.15 

14,287 

12,180 

0.65 

12,259 

1/73 

14,287 

1.28 

14,470 

12,259 

0.61 

12,334 

2/73 

14,470 

1.56 

14,696 

12,334 

0.66 

12,415 

3/73 

14,696 

1.18 

14,962 

12,415 

0.72 

12,504 

4/73 

14,962 

1.83 

15,236 

12,504 

0.72 

12,594 

1/74 

15,236 

1.84 

15,516 

12,594 

0.81 

12,696 

2/74 

15,516 

2.08 

15,839 

12,696 

0.86 

12,805 

3/74 

15,839 

1.96 

16,149 

12,805 

0.95 

12,927 

4/74 

16,149 

1.75 

16,432 

12,927 

1.31 

13,096 

Ending  Capital: 

$9,< 

?00  x  .7766 

=  $7,688 

77  Comm 

$7,611 


Ending  Wealth; 

Capital   $  7,611 

Dividends   3,203 

$10,814 


QUARTERLY  RATES  OF  RE  URN  FROM  AN  ACTIV3 
PORTFOLIO  POLICY  ASSUMING  PERFECT  FORESIGHT  REGARDING  INFLATION 


Dec. 

Without  Commiss 

With  c 

s  s  ion 

%  Ret. 

Qtr/Yr 

BW 

(o    R©t  > 

. 

m 

Cotaia. 

IW 

EW 

*  1/66 

T 

$10,000 

1.11 

$10,111 

$10,000 

mmm 

$10,000 

1.11 

^iU , XIX 

2/66 

S 

10,111 

-4.25 

9,681 

10,111 

101 

10,010 

-4,25 

9,585 

3/66 

T 

9,681 

1.11 

9,788 

9,585 
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